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Urn-P Economics: Downgrading the Bells 
. -  

+ Downgrading BaIISauth , SBC and Verizon to Hold from Buy 
- Analysis of UNE-P economia ruggests pressure on prafitabiliQ for the Bells 

. I ,  

-' We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth 
(Street estimates are for 2-5% growth 1. 

4 Lowering Price Targ- 
- New price targets based on our reduced FCF estimates in our DCF analyses: 

-. . .... _ .  
... . . . .  . . . . .  . ... 

+ We Expect Market Performance Over the Next 12 Months 
- Attraaive dividend yields should limit #ownside 

._.. . .. . - . . _... . .  
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Net- 7,m 7,715 -1 3 0. m 7,819 - 3 4  4.5% l,?% 3.3% 
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E UNE-P Economics: Glossary 

.. I-\ L I 

Unhmdkd Network Elements (WE) 
- The individual parts of the local telephone network (7 elements including: I w l  

loopr switches, transpart and 0 5 5 )  t h a t  ! L E G  are required to "unbundle" and 
lease out to CLEO. Competitors can lease out one or all of the available UNEs to 
provide service. 

Unbundled Network Element-PlaHonn (UNE-P) 
- Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset 

deployment. 

Retail Lines 
- Access lines $old directly to the end user from the ICEC. 

Whalesale Lines 
- Access Ii nes mld to  competitors (AT&T end MCI], which resell the Ii nes to end 

u-Ier5. 

* UBS warburg h b n  Hdulik CFA 
(212) 7134226, john_hodulik8uh.com 
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UNE-P Economics: UNE-P Diagram 
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WE-P Economics: What's the Bier Deal? 
LJ 

I 

4 UNE-P Competition Has Intensified in Recent Monthsmmm 
, .  

, . . .  . . . . .  . . .  

- MCI% Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states [Z4M residential lines]; plan5 to enter NJ 
[4.5M residential lines] in Sept 20021 

- Other operators 

- Sprint is considering this strategy; others include Z-Tel, Talk America, and 
SupraTekcom (which added 120K UN E-P I ihes in FL in ZQW] 

I\ 

I + Due ta Mare Favorable Eccbnomks of UNE-P for Competitors 
- Pub1 ic Uti I ity Commissiwns continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

I I + Second Quarter Results Revealed the Bells' Exposure 
- Over 1.1 million retSiI iines converted to wholesale through UNE-P in Z Q  

- SBC: 692K added ys. 358K in 1902; 

8- 
D 

- Bel4South: 278K added, us 239K in lQ02; 

- K . i z m :  t lOKaddedv~64K in lQO2 

I k'fl  
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UNE-P Economics: Summary Findings 

+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines gmerte megathe EBIT[)A in 18 

US residential lines) 

- S B C 3  Arntritech region is the most attractive for UNE-P competitwrs 

for the Bells (60% d 
I 

p + UNE-P Line Growth Will B e  Greater than the Market Expects 
- UNE-P lines can be profitable ia 33 states, suggesting further entry [a2% 

of US -xidemtial access lines) 

- AT8T presents the most significant threat. 

- 

- 

Its 40% share of the consumer LD market presents an immediate target 

AT87 sees opportunitk in 14-17 stat=, but announced entry in 8 states. 

- The Bells exited 2402 with 7.5M UNE-P lines (5% penetration). 

- 2OQOa 2flOIa MD2e 2DQ& 2 M M  200% 
UNEP h a s  2,923 5,652 13,152 18,146 22,367 25,136 
UNEP Penebah  1.7% 3.4% 72% 12.2% 15.2% 17.3% 

8 UBS Warburg John H&Pk, CFA 
el 2) 71 34226, john.hoduIik6hhw.mm 
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a UNE-P Economics: Summary Findings 

i.. 1 

+ Long Distance Opportunity is Only a Partial Wet 
- Bells only need to add r.3 long distance customers for each UNE-P line added to 

breakeven a t  revenue line 

- However, the Bells need to add 5.4 long distance custwmrs for each UNE-P line 
added to breakwen a t  EBITDA line 

- VWEP IS AN EBCTDA STORYr NOT A REVENUE STORY 

m3r - 
19.90s 34,524 41.460 
11.152 18.16 TLm 
Id 14 1-9 

4 W e  Do Not Expect Near-Term Regulatory Relief 

John Hodulik, CFA 
(21 Z} 7 13-4226, john. hduli k€tuhw.mom 
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UNE-P Economics: Calculating the Impact 

2) Estimated Average RefailCOCS and SG&A per Line Based on 

. .  . .. 
Existing W h l i n e  EBITDA Margins 

. , .  - 
- Assumes residential wireline margins are equivalent to total wireline margins 

3) Calculated Wholesale €BITDA Contribution 
- a) Estimated average wholesale COGS and SG&A per lint 

- &surne $% avoided cost in COGS; 20% avoided cost in SGBLA 

- b) Compared this cost firucture to revenue from wholesale UNE-P rates 

l B  
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r ' UNE-P Economics: Calculating the Impact 
111 I: 

+ 4) Estimated Future Line Loss in Each State 

- S K I  Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q 
- W e  believe roughly half of these were in June alone 

- AT&T entered IL and OH in mid-June, CA in early Augufi 

- We expect line loss of l m  in 4 3  and 1,2m in Q4 

- BeIISaut)r: Lost 278K Lines to UNE-P in 2QJ up from 239K in 1Q 
.. _. 

- Losing 100-12W quarter to reseller in Florida 

- AT&T in Georgia and is likely to enter Florida as well 

- We expect lint loss of 30QK in Q3 and 40QK in Q4 

- Veriran: Lost 110K lines to UNE-P In 2Q, up from 64K in 1Q 
.... - AT&T increasing marketing expenditurm in N e w  York . ..> . . .  

- Announced entq into New Jersey in September < .  

.. 

- Ex- to enter Pennsylvania in 4Q 

- We expect line loss of 230K in Q3 and 5QDK in Q4 
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UNE-P Ecbnomics: What's the Call? 

+ Downgrading the Bells ( B E ,  SBC and VZ] 
- Expect the group to pedorm inlim with the market mer the n e t  12 months 

- Dividend yields should provide a backstop on Val  uafiow 

+ Economics of UNE-P worse than expected for the Bells 
- Will put additiunal pressure on Bell margins and earnings 

- 5BC and BellSouth are the most exposed . - . .  ---:..: . .. . _._ - 
. 
. . . .  .. . ,  

. ... . . .... 

+ Line Losses Will Likely Accelerate in 2H02 
- AT&Tarld h K l  

- No near-term regulatory relief expected 

+ b n g  Distance is Only a Partial Offset 

. .. . , .  , , .. 

- L m l  rewenue is much higher margir + , -, 'ong distance 

- To breakwen an the EBITDA line, BL=S need to add 5.4 long distance customers 
for every UNE-P line added 

+ 2003 EPS Estimates are Taa High 
- We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth 

& 1 JRS W a & ~ g  
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